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THE MANAGEMENT OF THE SURPLUS 
RESERVE— DISCUSSION 

John H. Gray : With the major portion of Dr. 
Meade's paper, I heartily agree. He will permit me, 
however, to express my regret that the occasion naturally 
required that the paper should be couched in such 
general terms as to raise the question of whether some 
of its statements, which apply without doubt to many 
parts of the field under discussion, may not need some 
further illustration when the attempt is made to apply 
them to other parts of the subject. Prom the nature 
of the corporate history of the last few years, I may 
be permitted to express my personal regret that Dr. 
Meade was not asked to confine his discussion more 
particularly to the class of corporations whose securities 
are so prominent on the stock market, and whose final 
position in the economic world still remains in such 
great doubt, namely, the industrials. For, as the mem- 
bers of this Association know, Dr. Meade has re- 
cently made marked and distinguished contributions to 
this subject. 

In speaking of the amount of surplus reserve, if I 
understood Dr. Meade correctly, he said : " That a 
company which is organized on a speculative basis and 
whose stock contains an excessive amount of water, 
should reserve a larger proportion of earnings than a 
company which is firmly established in the confidence 
of investors." I think we should all agree that this 
were a consummation devoutly to be wished, but, at the 
same time, should probably feel that, in the language of 
the Greek grammarians, it is a supposition contrary to 
fact and to possibility. The history of the trust period, 
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if it has not demonstrated anything else, has demon- 
strated the fact that corporations cannot be organized 
with vast quantities of water and on a strictly specu- 
lative basis, without promises for the future which 
make it impossible, at least in the earlier years of their 
history, to accumulate so large a surplus as is indicated 
here. True, this inability may mean the early down- 
fall of the corporation. On the other hand, a relatively 
small surplus, added to for a considerable number of 
years by a corporation in a growing community, may 
enable the corporation to live by luck. Again, it may 
be doubted whether the wholesale failure of corporations 
for lack of such a surplus will teach the public to stop 
putting their money in corporations organized in such 
a way as to make their continued solvency impossible. 
In the distinction drawn by Dr. Meade between a sur- 
plus reserve invested in assets not connected with the 
life of the industry, and in assets which make an inte- 
gral part of the equipment, he appears to me to take a 
somewhat more conservative view than the circumstances 
of any mere speculative industry require, when he says, 
!? If, however, the surplus is looked upon as an integral 
part of the business equipment, and this seems to be a 
more correct conception of its place in the corporate 
economy, then the payment of dividends out of the 
surplus is to be condemned." * * * "In other 
words a dividend should never be paid unless it has been 
earned in the year in which it is declared." This 
appears to me to be one of the most important sugges- 
tions in his paper, and perhaps to run counter to the 
accepted theory of the nature and functions of the 
business corporation. Apart from the immortality of 
the corporation as over against the individual, the 
justification of the corporation has heretofore been con- 
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sidered to exist in the fact that under the principle of 
limited liability, people who had no technical knowledge 
of the industry in question, and who were not situated 
so that they could take a personal part in the manage- 
ment, might be induced to invest in the securities of 
corporations, and thus contribute the necessary capital 
for carrying on modern industry. If that be true, it 
becomes, in my opinion, fundamentally necessary in the 
public interest that these people should be able to count 
upon a steady and reasonably uniform rate of dividend. 
By definition, such investors are not interested primarily 
in the industry in question. They are too numerous, 
by mutual understanding and agreement, to unite and 
combine together in electing members of Boards of Di- 
rectors. We are driven, therefore, to assume that they 
will be fleeced, and in conformity with the public interest 
may be fleeced, for the promoter and the underwriter 
who float purely speculative enterprises, or, that they 
should be compelled to put their earnings into an in- 
vestment in a manner at variance with the accepted 
theories of the advantages of the corporate form of in- 
dustry. This means either that the savings of the 
small property owner shall be filched from him by the 
promoter or the underwriter, and he, according to Dr. 
Meade's well known definition, be not classed as an in- 
vestor, but that he be compelled to wait for the income 
from his investment longer than his circumstances 
justify him in waiting, and in such a manner as to con- 
tradict the accepted theory on which men are permitted 
to turn their property into the corporate form. 

It is quite true that during the revulsion following 
1893, many railroads, which for the most part have be- 
come real investments as distinct from speculative hold- 
ings, were bankrupted in the absence of an adequate re- 
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serve by the severity of the depression. I believe, how- 
ever, that it is equally true that many railroads kept up 
their dividends, often at a reduced rate, out of their sur- 
plus of previous years, with very great advantages to 
the corporations themselves, the holders of their shares, 
to the general public, and especially to the developing 
of that sentiment in the public mind which is necessary 
for the economic development of the future. 

Another very important part of Dr. Meade's paper is 
that in which reference is made to what may be called 
the inter-connection between the banking world and 
the ordinary business corporation. From the stand- 
point of the change of sentiment in this country the 
reference is of pathetic interest. When the bankers of 
this country began to come into control of railroads and 
other industrial enterprises, it was often remarked that 
it meant a change in the conservatism with which the 
banking business would be carried on, but it was confi- 
dently believed that the loss in that particular due to 
the traditions of bankers, might be more than off-set in 
the greater conservatism manifested in the management 
of other business. Alas, the history of the trust period 
of the last four years goes far to show that the banker 
has become the chief promoter in the offensive sense of 
the term, and lending his great reputation and prestige 
to the wildest of schemes, has been able, as a promotor, 
to float schemes which the public would have ignored 
and refused to touch save for the added element of sta- 
bility, wisdom, and conservatism that the banking 
fraternity was supposed to give to the enterprises to 
which it loaned its name. 

It is true that on the question of the general desira- 
bility of such relation between the bankers and general 
industry, Dr. Meade is rather non-committal, turning it 



265] Management of the Surplus Reserve — Discussion 21 

off with the phrase that " it already exists " ; yet some 
of his other remarks would lead one to infer that he 
gives his approval to the idea. For instance, he says 
subsequently : " These arrangements are mutually 
profitable and are increasingly common." He often, as 
it appears to me, introduces a slight confusion which, 
alas, is too common in corporate management, between 
the interests of the directors of corporations and the in- 
terests of the corporations themselves, when he said, if 
I understood him correctly, that "the arrangement 
would be more profitable to the corporation directors if 
they were stockholders in the banks which make such 
large profits by loaning out their deposits." The bank- 
ing reserve of the country under our imperfect banking 
and currency systems is already in a delicate and serious 
enough situation, without encouraging the further de- 
velopment of a relation which, so far as our experience 
goes, appears decidedly injurious. 

I wish to say but a word in regard to Dr. Meade's 
position in regard to the sources from which the funds 
should come for different kinds of investments. As I 
understand his position to be, it is that new securities 
should be issued for capital only in those cases in which 
dividends are assured at a very early date, and that other 
additions to the investment should be made out of the 
profits. At this point, it seems to me a distinction 
must be made on the lines which I suggested at the very 
beginning, namely, on the character of the industries 
carried on. Without time to develop the thought, I 
will venture to suggest that in the case of public service 
corporations, and more especially of those with a fixed 
or traditional charge, such as gas companies and street 
car companies, which, if organized in any considerable 
centers of population, are remarkably safe, all capital 
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for additional investment should be raised by the sale of 
securities. Experience has shown that in these cases, 
at least in the larger centers of population, the accumu- 
lation of a large surplus in the present state of the law 
and the public mind, the issuing stock dividends and 
capitalizing earnings, in connection with the feeling of 
what is a fair rate of dividend on actual investment 
leads not only to highly artificial attempts to capitalize 
the earnings, but has provided one of the most attractive 
fields for the undesirable and dangerous plunger and 
speculator who wrecks the corporations. The English 
method in these cases for the distribution of earnings 
and acquisition of funds for additional investments out 
of capital sales, seems to me perfectly desirable. Of 
course, it is not to be forgotten that in such cases as 
this, the solvency and life of the corporation, even in 
times of depression, are virtually assured, provided the 
company is managed with reasonable honesty and effi- 
ciency, because prices are virtually fixed, the same in 
good times and bad, and the amount of business is rela- 
tively speaking, but slightly affected by periods of de- 
pression. 

If time permitted, I should like to say something in 
regard to the methods of distributing the surplus money 
to stock-holders. I think something at least in the 
public interest could be said against the proposition of 
Dr. Meade, so far as the kinds of corporations from 
which he draws his illustrations are concerned. One 
might infer from Dr. Meade's statement that he doubted 
the expediency of attempting to limit the earnings of 
railroad corporations directly or indirectly. A discus- 
sion of this point, however, would lead me too far afield. 

I hope nothing I have said will lead any one to think 
for a moment that I do not have the highest apprecia- 
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tion of the form and substance of Dr. Meade's paper. 
My desire has been rather, without in any manner de- 
tracting or seeming to detract from the value of that 
paper, to call attention to some phases of the broad sub- 
ject which seem to me to deserve further investigation 
before it will be possible to arrive at broad generaliza- 
tions and definite conclusions. 

Victor Rosewater : I can present only a few ideas 
that might be suggested by Dr. Meade's excellent paper 
to any one devoting some thought to it, but who had 
not been able, as he has, to make a thorough special 
study of the question. 

1. The surplus reserve differs in no way from the 
fund produced by the sale of the capital stock. In econ- 
omic concept it is a part of the concern's capital ; if 
the capital were ample for all the purposes of the cor- 
poration there would be no occasion for withholding 
any part of the earnings to constitute a surplus reserve. 

2. The surplus reserve, being really undivided profits, 
belongs to the shareholders. It is deferred dividends. 
It is merely a matter of book-keeping then whether it is 

(a) allotted at once and held in trust as the property of 
the individual owner subject to the corporation's use, or 

(b) held in lump sum without allotment in severalty, or 

(c) turned into the capital account against the issue of 
stock dividends, or (d) merged with the capital and other 
assets to enhance the value of the outstanding shares 
without increase in their number. Whatever plan be 
followed, it is simply by virtue of a speculation on the 
chances of returns in the future. 

3. If there is to be a surplus reserve and it is no dif- 
ferent in essence from the capital, why should there be 
any different management for it, or any different field for 
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its investment, than for surplus or uninvested capital ? 
If the business of the corporation needs additional capi- 
tal, the with-holding of undivided profits to make up the 
deficiency may be the best way to raise the money. 
There is no good reason, however, why, except for tem- 
porarily tiding over fluctuating demands upon the re- 
sources, the surplus reserve should be invested outside 
of the business than that the capital should be so invested 
— the result is for the corporation to take up objects dif- 
ferent from those that prompted its incorporation. 

Dr. Meade cites an extreme case where the Pennsyl- 
vania Coal Company has paid all of its dividends out of 
New York City real estate investments. It would be 
difficult to say whether the coal company had not actu- 
ally become a realty company and if the returns from 
the real estate investments prove really more profitable 
than the returns from the coal operations, not only its 
reserve but its capital should be diverted to the realty 
business and it should retire from the coal trade so as to 
earn the highest possible revenues for its shareholders. 
This recalls very much the New York bank that for 
many years did business on a charter for a water works 
plant " and for other purposes," and kept a tank on the 
roof of its building to prevent forfeiture of its charter. 
What need to practice such deception in these days ? 

4. Dr. Meade lays it down as a fundamental principle 
of sound financial management that dividends be paid 
out of earnings only — i.e., as distinguished from divi- 
dends paid out of capital to the impairment of the as- 
sets. He would even condemn payment of dividends 
out of surplus after the surplus had become " an integral 
part of the business equipment." Whether it is to be 
regarded as part of the business equipment, however, de- 
pends entirely upon the directors or management and 
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there is nothing to prevent the distribution of the per- 
manent surplus reserve as stock dividends even after it 
has been so listed for years and became an important 
element in the stock values. What the surplus reserve 
does then is to facilitate unearned dividends out of capi- 
tal whenever stock jobbing interests demand. 

5. As a matter of fact the question of dividend distri- 
bution has no definite relation to any particular time 
period. The justification of the reserve, aside from its 
merger into the capital account, is its desirability as a 
guaranty of steady dividends against fluctuating business 
and variable profits and losses. As an insurance fund it 
is an admission that the undivided profits are only nomi- 
nally a surplus because the entire time period, which 
might be six years as well as six months, has hot elapsed 
and a balance struck at this particular time would not be 
a true balance. What such corporations should do is to 
ascertain the actual earnings that may be counted upon 
for a series of years and guage their dividends accord- 
ingly. 

6. What Dr. Meade says about the division of better- 
ment expenses between tindivided profits and the pro- 
ceeds of stock sales is interesting but his conclusions as 
to the dividing line are, and must be, indefinite because 
they rest on the prospect of immediate increase as in- 
come and depend merely upon the time period held in 
view. An immediate increase of income does not neces- 
sarily mean that the increase be measurable before the 
next dividend day. It would be just as precise to say 
that betterments that add to the original value of the 
corporation's property could safely be based on new capi- 
tal sales without impairing the value of outstanding capi- 
tal stock, while recoupment of losses and restoration of 
depreciation should always come out of profits ahead of 
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dividends. Where betterments are paid for out of earn- 
ings it is the same thing as the diversion of dividends 
to the surplus reserve. 

7. The dangers of surplus reserve financiering seem to 
me to be too lightly passed over in Dr. Meade's optimistic 
review. The management of the corporation is assumed 
to be the deliberate and intelligent action of the stock- 
holders when in truth it is only the action of the di- 
rectors and is frequently inspired by individual, if not 
selfish, motives. These dangers are roughly two-fold, (a) 
the use of the surplus reserve for stock market manipu- 
lations and (b) the use of the surplus reserve for corpora- 
tion graft. Dr. Meade gives examples of both which 
should be further emphasized. 

a. As to stock exchange manipulations. The conver- 
sion of profits into surplus and surplus into dividends or 
betterments is easily convertible into stock market move- 
ments. The men on the inside too often take advantage 
of their information not only over the outside public but 
also over the outside shareholder. 

The distribution of the surplus reserve by privileged 
subscriptions is confessedly a deception to obviate the 
prejudice against stock dividends "because it is the 
method least understood." The stockholder who sells 
short to the best advantage the number of shares he is to 
receive is sure to be the privileged stockholder who is 
also in the directory and his selling is likely to bear the 
market for the other stockholder by the time he is ready 
to unload. 

b. As to corporation graft. It is notorious that the 
dividends are not the only profits reaped by those on 
the inside of the corporation management. 

The deposit of cash balances making up the surplus 
reserve at " a small rate of interest " in banks whose 
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officers are also directors of the corporation, thus draw- 
ing an extra profit over the common shareholder is not 
different, except in degree, from the employment of 
those same banks to float big blocks of watered stock at 
exorbitant commissions. 

The investment of the surplus reserve in securities of 
a second corporation, in which the directors or only a 
part of the shareholders of the first corporation are inter- 
ested, is equivalent to paying an extra dividend to those 
who are interested in both. It is hinted that the rela- 
tions that exist between several large eastern insurance 
companies and the trust companies through which their 
securities are bought are of this nature. 

If the maintenance account is to be inflated to cover 
up a growing surplus, such, for example, as by an an- 
ticipatory investment in steel rails at top notch prices, 
the community of interest between the directors of the 
two corporations (buying and selling) is apt to exert an 
influence not necessarily for the benefit of the ordinary 
shareholder. 

In a word, the surplus reserve can offer most conven- 
ient facilities for discrimination between the privileged 
and the unprivileged stockholders, the same sort of 
graft that absorbs profits by princely salaries to high 
officers and favored relatives, big rents for quarters be- 
longing to some milking company, or fat contracts to 
an inside construction ring. 

8. Strangely enough, then, the consideration of the 
management of the surplus reserve, to my mind, reverts 
to the very starting point, namely, the necessity for 
full publicity for all corporations tinged with a public 
interest and strict supervision of their financial opera- 
tions by a competent public authority vested with pow- 
ers to audit and control similar to those now exercised 
over our national banks. 
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Henry Rand Hatfield : Five points may be em- 
phasized in discussing Dr. Meade's paper. These are : 
the purpose of establishing a surplus reserve, its 
amount, its investment, its treatment in the balance 
sheet, and its distribution. 

The purpose of establishing a surplus reserve, as 
stated by Dr. Meade, is either to guarantee interest and 
dividend, or to provide an investment for the stock- 
holders. There are at least two other purposes dis- 
tinctly recognized in actual business practice. These 
are (1) to give creditors a general guarantee, in addition 
to that furnished by the capital stock, and the stock- 
holders liability. This is noticeable in the case of 
banks, where the establishment of a surplus is cus- 
tomary and, as in the case of our national banks and in 
the German Reichsbank, sometimes compulsory. (2) 
To provide ready funds for emergency purposes. 

One purpose in creating a surplus, which is mentioned 
by Dr. Meade, seems incorrect. A surplus reserve is 
not designed to provide revenue outside of the scope of 
the btisiness. This does not mean that the surplus 
may not at times be invested in outside fields, nor 
that a surplus when invested should not yield a 
revenue. The object of any corporation is to carry on 
some definite business. In carrying on that business it 
may exercise certain implied powers. If a factory can 
best manufacture, if it can best maintain its integrity, 
its solvency, its credit, by holding outside property, 
well and good. But it is out of place for a coal com- 
pany to derive its main income from New York real 
estate. The great trusts are not trust companies, and 
should only hold outside property in so far as their own 
particular business demands such outside holdings. If 
the business itself is not profitable, it is better that that 
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fact should appear, rather than it should be concealed 
by profits from entirely disconnected sources. If the 
managers of a corporation cannot make a satisfactory 
profit in their regular business, there is no presupposi- 
tion in favor of their being more successful in some 
outside investment, and the stockholders should not be 
dragooned into entrusting them with additional funds. 
In his discussion of the amount of surplus reserve, 
Dr. Meade states that it should vary with the constancy 
of demand for the product. This would be better 
amended to say that it depends on the constancy of 
profits ; for a lessened demand for the product, if ac- 
companied with a decreased cost of production, — a con- 
dition by no means impossible, — would leave profits 
constant. But a much more serious omission is made 
by the author, both in his paper and in his work on 
" Trust finance," in that he neglects to show the bearing, 
which the form of capitalization has on the question of 
the amount of surplus which should be reserved. The 
industrial corporations for instance have been severely 
criticised on the ground that the percentage of surplus 
to dividends is so much less than the percentage of 
surplus to dividends is in the case of railroads. This 
ignores the fact that the railroads have a large bonded 
debt, while the industrials are almost unbonded. It is 
apparent that of two corporations, one with $100,000,000 
in bonds and $100,000,000 in stock, the other with no 
bonds and $200,000,000 in stock, the former should re- 
serve a larger proportion of its dividends and should, 
moreover, maintain a larger surplus in proportion to its 
total capitalization. For this there are two reasons, (1) 
the evil of defaulting in interest is so much greater than 
that of passing a dividend, that the protection should be 
greater ; and (2) the very fact of the fixed interest charges 
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makes the fluctuation in annual profits more wide. To 
illustrate this. If the surplus of income over operating 
expenses varies from $9,000,000 to #15,000,000, the 
profits on the $200,000,000 stock would vary from 4% 
to 7 T A P er cent i DUt ^ na h° the capitalization consisted of 
first mortgage 5 per cent bonds, fluctuations in profits 
would vary from 4 per cent to 10 per cent per annum ; 
in the first case a range of 66 per cent, in the second of 
250 per cent. Quite aside, then, from the speculative 
character of the business undertaking, quite aside also, 
from the question of the nature of the business, as to 
its quasi-public character, the form of the capitalization 
is an important factor in determining the amount of 
reserve which should be kept back as a guarantee. 

Turning to the question of the investment of the 
reserve, this surely can only be answered when we con- 
sider the purpose for which it is established. If it is to 
afford investment, it should go into the most profitable 
investment ; that is, the business itself. If it is to pro- 
vide for emergencies, it should be in some liquid form, 
which can easily be drawn upon. Dr. Meade on this 
point falls into contradiction. In the first part of his 
paper, he says that the reserve should ordinarily be in- 
vested in plant and equipment. I^ater, while discussing 
the question of extensions, he says : " When a large 
margin over fixed charges or dividends is immediately 
assured on the investment of capital, the amount should 
be raised by the sale of securities and not taken out of 
earnings." But it may be questioned why there should 
be so much discussion of the investment of the surplus 
reserve. Why should the surplus have a special cor- 
responding item among the assets ? It almost seems at 
times as though the author were misled by the use of 
his pet phrase " surplus reserve," and thought because 
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there is a surplus, there must needs be a specific reserve, 
such as is meant when we speak of the bank reserve. 
Is a fund of ready cash, or of easily negotiated securi- 
ties, desirable in the assets of a corporation ? Is it not 
equally desirable whether the corporation have a surplus 
or not ? Dr. Meade paints a bright picture of the ad- 
vantages of having available funds and shows how 
railroads have been wrecked, trusts demolished and 
stockholders ruined because there was no such reserve. 
It would therefore seem that at times the most profitable 
investment of any corporation may consist of that part 
of its assets held as an emergency fund. But what cor- 
respondence is there between this fund and the accumu- 
lated surplus ? In the case of a bank, there is just as 
much wisdom and necessity of having some liquid assets 
when the bank first starts as when it has a surplus many 
times its capital, and I have never seen any claim that 
one should depend on the other. Similarly, in the case 
of any other corporation. If some percentage of a 
corporation's assets ought to be held in cash, or outside 
securities, or New York real estate, such investment 
should be made out of the proceeds of the original sale 
of bonds and stock just as surely as out of the surplus ; 
if such holdings are not desirable, why should surplus 
reserve, which economically is indistinguishable from 
capital stock, be forced into an undesirable channel ? 

A fourth question is whether the profits reserved from 
distribution should so show in the balance sheet. It is 
not clear to me whether Dr. Meade's discussion of the 
treatment of betterment and of the source of unusual 
expenditures clearly faces this problem or not. A 
betterment is either an actual increase of fixed capital, 
or it is the recognition and restoration of wasted capital. 
In the former case, the actual surplus reserve is un- 
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affected, and Dr. Meade's discussion is in reality merely 
whether the surplus reserve is best invested in the 
plant. If the so-called betterment is in fact only a 
restoration of wasted capital, there is no special perti- 
nence in discussing it in connection with the surplus 
reserve, for expenses must be paid, and the property 
must be kept up before we can talk of surplus at all. 
The surplus exists, as Dr. Meade shows, equally whether 
the betterments are charged to cost of plant (road and 
equipment) or treated as an expense. Whether that 
surplus shall be made manifest in the balance sheet is 
another question, and not logically connected with that 
of the advisability of selling securities. 

I should myself urge greater accuracy in having the 
actual condition made manifest. The paying or the 
retention of profits is important, but showing of profits 
and losses is much more important, both to individuals, 
and to the public. Non-dividend paying bank stock 
frequently sells at a high premium, because it shows 
dividends earned. Expedience, public policy perhaps, 
frequently justify the hiding of earnings because the 
temptation is generally toward exaggeration rather than 
toward depreciation of profits, but the ideal goal of 
accounting is exact accuracy, and a hidden surplus is in 
its very term a confession of an inexact balance sheet. 

Dr. Meade's final discussion of the distribution of 
the surplus reserve is contradictory. He speaks of such 
a distribution as being secured by raising the rate of 
dividend, or by privileged sale of stock. A raising of 
the rate of dividend, provided the new rate does not 
exceed the current annual profits, is, however, not a 
distribution of the surplus at all, nor is the privileged 
sale of stock at par a distribution of surplus. In 'the 
latter case the corporation increases its assets to the 
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same amount that its liabilities are increased, and the 
surplus remains unchanged. It may be a step toward 
the disbursement of a larger sum in annual dividends, 
but unless such distribution is more rapid than the 
making of profits, there is no lessening of the surplus. 
The surplus still remains on the balance sheet, and in 
its tangible, material embodiment among the assets. 
Distribution of profits derived from the investment of 
the surplus is no more distribution of the surplus than 
the payment of dividends derived from investment of 
the original capital is distribution of such capital. 



